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UNITED KINGDOM: KEY ECONOMIC INDICATORS2/ 


Average Exchange Rate - 4th Quarter2/ : 1979 


51.00=$2.16 Percent Es- 3/ 
1977 1978 Change timate— 


INCOME, PRODUCTION, EMPLOYMENT 


GNP, Current Prices’ 4, 125.4 142.8 13.9 160.0 
GDP, Constant 1975 Prices— 98.4 100.8 99.8 
Per Capita GNP, Current Prices (Pounds) 12243... :2557 2875 
Plant & Equipment Investment(1975 Prices) Toe 135 106 
Personal Disposable Income(1975 Prices) 73.6 78.7 80.8 
Indices: 
Industrial Production (1975=100) 105.8 109.8. 112.7 
Average Labor Productivity (1975=100) 108.3 312.7 116.0 
Average Earnings (Jan. 1976=100) 115.6 130.6 150.4 
Labor Force (Millions) 5/ 26.3 26.5 26.6 
Unemployment Rate (%)=— : 6.0 535 a 


MONEY AND PRICES 


Money Supply (Ster}ing m3) 9/ 43. 
Interest Rates ($%) Sz 
Indices: 8/ 

Wholesale Prices (1975=100)— 

Retail Sales Volume (1971=100) 


3 


BALANCE OF PAYMENTS 


Gold & Foreign Exchange nioneves’” 15.7 =-23.0 
External Public Debt 25.8: -1i2.2 
Public Sector Payments Abroad of Inter- 0.46 -33.3 
est, Profits & Dividends (net) 
Visible Trade Balance -1.2 29.4 
Balance on Current Account i.<8 233.3 
Exports, FOB 35.4 10.3 
.US Share (%) 2.3 
Imports, FOB 36.6 
US Share ($%) 10.3 
Main Imports from U.S.(Millions of Pounds) 
Machinery -(non-electrical) 652 
Machinery (electrical) 732 
Transport Equipment 307 
Cereals and Cereal Products 192 


FOOTNOTES : 


1. All figures are in billions of pounds sterling except where other- 
wise noted. 

2. The Average Exchange Rate for 1977 is b1.00=$1.75 and for 1978 
is 61.00=$1.92. 

3. 1979 estimates should be treated as tentative. 

4. At factor cost. 

5. Seasonally adjusted excluding ‘school leavers, December figure. 

6. Seasonally adjusted, December figure. 

7. Three-month Treasury Bills - Average Discount Rate 

8. Ex-factory 

9. Billions of dollars - as of December 31, 1979 - includes revalued 
gold reserves 

10. Billions of dollars as of September 30, 1979 


SOURCES: Monthly Digest of Statistics, October 1979; Bank of England 
Quarterly Bulletin, December 1979. 





UNITED KINGDOM 


SUMMARY: 


The British economy slowed during the first half of 1979. 
A 45-day teamsters strike contributed to a halving of the rate 
of real growth to 1.7%. Consumer expenditure remained the prin- 
cipal impetus behind the rise of gross domestic product. Inven- 
tory accumulation, mainly involuntary, was also significant. 
Government expenditure, fixed investment and net exports all re- 
treated from levels achieved during the second half of 1978. 
There was a massive deterioration in the current account as 
Britain's non-oil trade balance was eroded by the consumer boom 
and strikes. Unemployment continued to decline, standing at 
5.3% in June. Inflation gathered momentum with retail prices 
rising at an annual rate of 11.6% during the first half of 1979. 


In its initial budget, the incoming Conservative Govern- 
ment announced plans to halt the growth of government expendi- 
ture; to improve the incentive effects of taxation; and to give 
top priority to reducing inflation. In the first instance, the 
budget-mandated near doubling of value added tax added 3.5 per- 
centage points to the 12-month rate of retail price increase 
raising it to 15.6% in July. 


The immediate outlook is gloomy. Most observers, the gov- 
ernment included, expect GDP to decline in 1980 by 1 to 2%. 
Fiscal and monetary policy are becoming more restrictive. There 
are increasing indications that the current annual pay round 
will produce average settlements at least as high as the 16% 
figure which characterized the round just completed. A nation- 
al steel strike is jeopardizing first quarter industrial produc- 
tion. 


U.S. exporters enjoyed an excellent year in 1979 increasing 
their share of the British market by 2 percentage points. With 
recessionary forces building during 1980, the market will be 
more difficult to penetrate. However, aided by a favorable 
dollar-sterling exchange rate, careful efforts by discriminat- 
ing suppliers of, inter alia, high technology electronic com- 
ponents, scientific instruments and health care equipment could 
well pay dividends. END SUMMARY 





A. CURRENT ECONOMIC SITUATION AND TRENDS 


The Expansion Falters 


The British economy, buffeted by strikes early in 1979, be- 
haved erratically during the first half of the year. Gross do- 
mestic product rose 1.4% above its 1978 average with the pattern 
of expenditure again dominated by the British consumer. Buoyed 
by a cold winter and the anticipation of a valued added tax in- 


crease in June, real consumer expenditure grew at an annualized 
rate of 9.2%. This rise in cOnsumer outlays exactly paralleled 
the increase in real disposable personal income. Thus, during 
the first half of 1979, the savings ratio (15.2%) was unchanged 
from its 1978 average. 


The other components expenditure were either unchanged or 
below their 1978 levels. During the first half of 1979, govern- 
ment expenditure On current goods and services was 0.6% above 
the 1978 average. Fixed investment was hampered by severe win- 
ter weather and a continuing contraction in public sector con- 
struction, particularly housing. These and other factors were 
responsible for a 3.5% fall in gross domestic capital formation 
from 1978 levels. Inventory investment was particularly erratic 
during the first half of the year as strike activity during the 
first quarter produced a large, mainly involuntary, buildup in 
stocks. This was followed by nearly as sharp a fall in the 
second quarter as surging demand was met from inventories. On 
average, inventory investment accounted for 1.9% of GDP during 
the first half of 1979 compared with 1.1% for all of 1978. Net 
exports were negative during the first half of the year as ex- 
port volume fell 1.3% below the 1978 level while import volume 
rose a massive 9.3% On a comparable basis. 


Inflation continued to accelerate under the twin pressures 
of rising cOnsumer demand and higher labor and materials costs. 
By June, the 12-month rate of retail price increase had accel- 
erated to 11.4%, a figure which, aided by a near doubling of the 
value added tax, spurted to 17.4% in November. Both employment 
and unemployment improved during the first half of 1979. The 
jobless rate fell to 5.3% in June from 5.5% in December 1978 
while there was a marginal rise (0.1%) in the numbers employed. 
Industrial production, particularly in manufacturing, was heavi- 
ly disrupted by strikes early in the year. After falling well 
below 1978 levels during the first quarter, manufacturing output 
rebounded sharply during the second. This rebound was strong 
enough to produce a 1.3% rise above 1978 levels in manfacturing 
production during the first half of 1979. Rising North Sea Oil 
output, averaging 1.4 million barrels a day, helped overall in- 
dustrial production to a 2.5% increase over ithe same period. 


The current account was the most disappointing facet of 
Britain's economic performance during the first half of 1979. 
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There was a sharp deterioration on both the merchandise and 
services account. The shift is even more striking when the 
substantial improvement in oil trade is factored out of the 
merchandise balance. The principal elements behind the move 
into deficit include rising net payments by Britain to the 
budget of the European Economic Community, exports lost dur- 
ing the first quarter due to strikes, and the detrimental ef- 
fect on both exports and imports arising from reduced price 
competitiveness of British goods as sterling appreciated on 
foreign exchanges. The pound, which ended 1978 at $2.04 and 
a trade-weighted index of 64.0, stood at $2.18 and 69.5 on 
June 30. These levels have persisted into the second half of 
the year. 


The First Tory Budget -- Altering the Economic Context 


True to its campaign platform, the new Conservative Gov- 
ernment moved to reduce public expenditure and personal income 
taxes in its June 20 budget. A ceiling of 8.3 billion pounds 
on the public sector borrowing requirement (the budget deficit) 
was coupled with a slight reduction in the target rate of growth 
for sterling M3. The new 7-11% growth range for that most wide- 
ly used measure of the money supply was 1 percentage point low- 
er than the previous range. To insure that M3 growth was rapid- 
ly reduced to the desired range, the Bank of England's minimum 
lending rate (MLR) was increased to 14% just 1% below the pre- 
vious record for MLR. 


While the expenditure and tax changes were the central 
elements of the budget, the macroeconomic setting in which it 
was introduced bore many of the characteristics of a cyclical peak. 
Rising demand for credit from both the private and public sector 
meant that any further net fiscal stimulus could not be accom- 
modated without generating sharply higher interest rates. Thus 
the $9 billion reduction in income taxes contained in the budget 
had to be offset by other tax increases and spending cuts. In- 
direct taxes were increased with the value added tax nearly 
doubling to 15%. There were also small reductions in public ex- 
penditure in the current fiscal year. The income tax cut was 
done across the board with the highest marginal rate falling 
from 83% to 60%. The basic rate of income taxation -- that paid 
by some 90% of taxpayers -- was cut from 33 to 30%. 


The first Tory budget was intended to operate at several 
levels. In macroeconomic terms the object was to stabilize the 
level of aggregate demand by reducing the level of government 
claims on the economy. The shift in the balance of taxation 
from income to expenditure taxation was done to improve incen- 
tives to earn income, thereby setting the stage for entrepreneurs 
to take risks by working to increase output and investment. 
Finally, the expenditure cutswere of a piece with the Conserva- 
tive Party's view that the role and influence of government in 
the economy should be both reduced and restrained. 





With both the budget and the government barely 6 months 
old, it is much too early to judge the degree of progress to- 
ward the three objectives. Clearly the pressures in the econ- 
omy during the summer months were such that the macroeconomic 
measures in the budget were incapable of rapidly ushering in a 
more stable climate. Strong credit demands from the corporate 
sector, distortions in the pattern of government receipts, and 
the uneven pace of overall economic activity made interpretation 
of financial data available at the time extremely difficult. The 
tax and expenditure changes quickly altered the perceived wage 
bargaining environment with many unions adding the 3.5 percen- 
tage point price increase attributable to the value added tax 
rise to their pay demands. At the same time, the incentive 
effect: of the tax cuts will not produce real results for sev- 
eral years. 


1980 -- "A Year of Recession" 


As the British economy enters 1980, there is a virtually 
unanimous consensus among forecasters, both official and unof- 
ficial, that GDP growth will be negative this year. A combina- 
tion of cautious domestic fiscal and monetary policy and a glob- 
al tendency toward recession will constrain the level of de- 
mand locally as well as externally. British exports may carry 
an additional burden -- the 9.7% trade-weighted appreciation of 
sterling during 1979. 


After 2-1/2 years of rapid increase, consumer expenditure 
will no longer be the engine of economic growth. Income tax 
cuts that added about $15 billion to disposable incomes during 
the past two years will not be repeated in the Spring budget. 
With inflation likely to average 15-17%, there is likely to be 
little if any real gain in consumer purchasing power. As a re- 
sult, real consumer expenditure may not depart much from its 
average 1979 level. This assumes that consumers maintain the 
same balance between spending and saving that pertained during 
1979 when the savings ratio was 16%. Should this figure rise, 
even marginally, the volume of expenditure would decline. Dur- 
ing the 1974-75 downturn, rising prices and unemployment were 
accompanied by a significant upward shift in the savings/spend- 
ing balance. While a sharp rise does not seem probable, it seems 
likely that there will be enough upward movement in the savings 
ratio to hold the volume of 1980 consumer spending about 1% be- 
low that of 1979. 


Another major determinant of the pace of economic activity 
will be the behavior of inventories. For more than 3 years, in- 
ventory investment has gone on virtually without a break. In- 
ventory-- sales and inventory -- output ratios have risen con- 
tinuously. With MLR having risen to a record 17% in November, 
pay settlements in the current bargaining round are likely to 
average 16-17% and demand weakening, firms are likely to draw 
down inventories in an effort to reduce costs and maintain cash 
flow. The impact of such behavior on current production will 
not be salutary. 





Fixed investment in 1980 is another question mark. Manu- 
facturing investment, having fallen 2.5% in 1979, will fall a 
further 8% in 1980 according to official survey evidence. For 
other sectors, the evidence is mixed. Fixed investment in dis- 
tribution and service industries rose about 8.0% in 1979 with 
survey evidence indicating a further 3.0 percent rise in 1980. 
Investment data in both the manufacturing and services sectors 
are distorted by the emergence of leasing as an increasingly prof- 
itable strateqy. Since manufacturers do not assume ownership 
Of leased assets, that sector's investment total is understated 
while investment in the services sector is similarly overstated. 


With North Sea oil investment falling and high interest rates 
affecting the housing sector (mortgage interest rose to 15 percent 
on January 1, 1980). private sector investment may decline by 

3 to 3.5 percent in 1980. Public investment continues to decline 
along with housing and nationalized industries. In summary, fixed 
investment will be negativ= in 1980, probably decline at the rate 
of 4 to 5 percent. 


As the rate of economic activity moderates, Britain's cur- 
rent account deficit should begin to narrow. After a strike- 
distorted first semester, there was substantial improvement dur- 
ing the second half of 1979 when the current account deficit nar- 
rowed to an annual rate of 1.2 billion pounds from the 3.6 bil- 
lion-pound first half rate. There is unlikely to be much further 


improvement in 1980, despite the fact that North Sea oil output 

should make Britain self-sufficient after mid-year. The sharply 

higher price of oil is a mixed blessing -- at least after self- 

sufficiency is achieved, positively affecting Britain's merchan- 
dise trade balance while simultaneously acting as a drain on the 
services account as profits earned by foreign oil companies flow 
out. 


In 1980 many of Britain's major export markets will weaken 
and the competitiveness of Britain's goods will be hampered by 
sterling's recent appreciation and domestic inflation. On the 
services account, Britain's large and controversial net contri- 
bution to the European Community budget and a weakening travel 
balance will continue to erode the traditional surplus on in- 
visibles. The current account will remain in deficit in 1980. 
It should narrow by perhaps 1 billion pounds from the 2.3 bil- 
lion-pound figure likely in 1979. 


Inflation should rise during early 1980 as prices increase 
due to the effect of higher energy costs, higher interest rates, 
and rising labor costs. During the first 11 months of 1979 
retail prices rose 17.4 percent. It is expected that prices 
won't begin to moderate until retail prices peak in the range 
of 20 percent annually. With no further increase in indirect 
taxes likely in 1980, the slowing of the growth rate should 
coincide with a movement of retail prices back towards the 
13-14 percent range by the end of the year. 





The outlook for employment and unemployment is bleak. 
Apart from scheduled layoffs in traditional industries such 
as steel, autos, and shipbuilding, the slowing of activity 
will mean that the economy will not be able to absorb the 
natural growth of the labor force. Those factors combined 
with more generalized reductions in labor forces are likely to 
produce an unemployment rate in the range of 7% by the end of 
1980. 


Corporate profits will be squeezed. In the non-oil econ- 
omy firms will be caught between excessive inventories, rising 
labor costs and flagging sales. There is a growing expectation 
among certain financial analysts that corporate profits may be 
negative in 1980 after adjusting for inflation. 


The damage likely to result from the current national steel 
strike adds a further element of uncertainty to the 1980 picture. 
Should it be prolonged, all of the elements in the foregoing 
paragraphs will have to be revised -- the direction will not be 
favorable. 


B. IMPLICATIONS FOR THE UNITED STATES 


Faced with the need to restructure British industry to 
improve its competitiveness in world trade, the UK Government is 
continuing its efforts to stimulate the production and use of 
high technology electronic components and equipment. This is 
not likely to affect the domination of the electronic and subassemblies 
market by U.S. firms producing the the United Kingdom and exporting 
from the United States. The UK market for these products is worth 
about $3.2 billion, about 55 percent of which is imported, mainly 
from the United States. New-to-market American component producers 
are encouraged to to take advantage of the excellent medium-term 
prospects offered by the UK market for their products. [I.ikewise, 
as more British firms act on selective government incentives to 
product high technology electronic components, the demand for 
advanced electronic production equipment Should provide American 
producers with good opportunities. 


Government spending for capital electronic goods is rising. 
US firms, however, find that government purchasing policies act 
to limit access to this market. This can sometimes be overcome 
by forming joint ventures with British firms. We anticipate 
that these policies will be liberalized over the next year in 
line with the MTN agreement on government purchasing policies. 


US producers of computers, computer peripherals, telecommunica- 
tion subsystems, test gear and subscriber apparatus may benefit 
rom such liberalization. 





Scientific instruments are likely to enjoy good sales dur- 
ing the next 12 months, especially research and analytical in- 
struments. Demand for process plant equipment is likely to dip 
as North Sea oil activities level off. US manufacturers of 
equipment for the petrochemical and other process industries 
should not overlook the importance of the UK as a market for 
third country sales. Many Middle East and African buyers reg- 
ularly attend UK trade shows and have buying offices in London, 


and excellent major contract leads can often be identified 
through these sources. 


The British decision to construct water cooled nuclear 
generating plants based on the Westinghouse design may offer 
American subcontractors interesting sales possibilities in com- 
ing years. This is an area that bears close attention. 


Though constrained by the need for labor-management agree- 
ment, the printing industry in the UK is moving towards greater 
automation. Import penetration of this market is over 50% and 
is expected to increase. American manufacturers of advanced 
binding and finishing equipment will find a receptive market 
for their products. Presses and ancillary equipment and type- 
making/setting equipment are also areas that show reasonable 
potential for producers of high-technology graphics products. 


In the consumer goods sector, demand for certain types of 
American products is expected to remain fairly steady despite 
the levelling off of real disposable incomes. Good price com- 
petitiveness coupled with the uniqueness of many American con- 
sumer products are strong selling points. Sales of American 
furniture that increased by 28 percent in 1978 are expected to 
continue to rise. Sales of American carpets are booming and 
should continue to do well despite the increasing likelihood 
that counterveiling duties may be imposed by the European Com- 
munity. Leisurewear and sportswear for men, women and children 
are in good demand and there are excellent opportunities for 
producers of apparel and upholstery fabrics. 


Other sectors offering good potential for American exports 
are: (1) High technology health care equipment such as ultra- 
sonic diagnostic equipment, cardiac output computers, hemo- 
dialysis machines, pediatric monitoring systems, computerized 
X-ray scanners, and blood pressure transducers and computers; 


(2) Automative maintenance and repair equipment and accessories; 
(3) Navigation and communication equipment and instrumentation 
for commercial and non-commercial aircraft, airport landing sys- 


tems and other airport equipment (the UK will be embarking on a 
major expansion of its airport facilities over the next few 


years), and general aviation aircraft. 


% U. S, GOVERNMENT PRINTING OFFICE: 1980—311-056/242 
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